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Introduction 



By Carl Shapiro and Hal R. Varian, University of California, Berkeley 

Authors of: Information Rules: 

A Strategic Guide to the Network Economy, Boston, MA: Harvard Business School Press, 1 999 



Basic laws of economics in a 
new environment 



Systematic and thorough 
approach, European emphasis 



As the century closed, the world became smaller. The public rapidly gained 
access to new and dramatically faster communication technologies. Entre- 
preneurs, able to draw on unprecedented scale economies, built vast empires. 
Great fortunes were made. The government demanded that these powerful new 
monopolists be held accountable under antitrust law. Every day brought forth 
new technological advances to which the old business models seemed no longer 
to apply. Yet, somehow, the basic laws of economics asserted themselves. Those 
who mastered these laws survived in the new environment. Those who did not, 
failed. 

A prophecy for the next decade? No. You have just read a description of what 
happened a century ago when the twentieth century industrial giants emerged. 
Using the infrastructure of the emerging electricity and telephone networks, these 
industrialists transformed the U.S. economy, just as today's Silicon Valley 
entrepreneurs are drawing on computer and communications infrastructure to 
transform the world's economy. 

E-conomics - Strategies for the Digital Marketplace is a welcome attempt to 
understand the New Economy we are living in. It distinguishes itself from other 
such attempts by its systematic and thorough approach, as well as by its European 
emphasis. Too often, Americans (especially those who live in Silicon Valley) see 
only what is happening in our own economy. This makes a systematic under- 
standing of European developments in “digital economics” particularly useful. 

The information revolution, like the preceding industrial revolutions, rests on 
basic infrastructure. Just as transportation networks had to be built in order to 
facilitate trade in physical goods, communications and information networks 
have to be built to facilitate trade in digital goods. But it is not just the optical fiber 
and the telecommunications equipment that forms the infrastructure for the 
network economy. Of equal or greater importance are the communications 
standards and protocols that allow for coherent communication. A string of bits 
sent between two computers is meaningless unless both computers can agree on 
the interpretation of those bits. That requires standardisation. 

One of the great challenges facing the world in the next phase of the network 
economy is developing standards setting processes that work quickly enough 
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Europe and the U,S. tend to take different approaches to 
standards setting.” 



Introduction 



and well enough to facilitate rather than impede the growth of the digital 
economy. This requires not only technical expertise, but also the development of 
a legal and policy infrastructure to develop, support, and evolve these standards. 
Streamlined means of dispute resolution are particularly important. 

Europe and the U.S. tend to take different approaches to standards setting. In 
the U.S. “the market decides” while in Europe there is generally a greater degree 
of government involvement. Each approach has its advantages and disadvantages 
and there is much to be said for a diverse approach. However, if we are to realize 
the full fruits of the digital revolution, ultimately most standards need to be 
worldwide. This, in turn, requires mutual understanding and appreciation of the 
issues facing the participants in the standards-setting processes, including the fact 
that standards set in one region can greatly influence other regions, and the 
critical role of intellectual property rights in many standard-setting efforts. 

Through their skillful interweaving of European and American perspectives, 
the authors of E-conomics contribute to the mutual understanding necessary to 
facilitate the standards and interconnection policies that can lead to a truly 
worldwide digital marketplace. 



Interweaving of European and 
American perspectives: mutual 
understanding can facilitate a 
truly worldwide digital market- 
place 
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The European Communication Council 



Objectives of the European 
Communication Council ECC 



European focus and European 
perspective, rather than narrower 
national points of view 



A complementary relationship to 
European Institutions ... 



The idea of the “European Communication Council” was born in 1996 
on the initiative of Michael Wolfle and Hans Lauber from MEDIAGRUPPE 
MUNCHEN. It was conceived as a small group of predominantly European 
communication scientists faced with an unusually appealing task. This was to 
bring contributions from European (and international) communication science 
on the development of the media and communications industries to the notice of 
the decision-makers identifying, in particular, themes of special relevance for 
future development. Various scientific fields concerned with developments in the 
communications industries and countless research institutions in many countries 
have recently witnessed the emergence of new strands of discussion in the area, 
some of which are highly specialized, many of which are exceptionally interesting. 
It is a tough job even for specialists to keep an overview of all the contributions 
arising in these discussions. It is a well-nigh impossible one for the decision- 
makers and visionaries in business and politics, people whose work leaves them 
no time to read and digest such a wealth and diversity of scientific texts. This is 
where the European Communication Council steps in. Its task is to sound out the 
broad field of current scientific discussion, pinpointing those trends and themes 
that seem of special relevance for the future evolution of the media and 
communication industries and which might serve to stimulate the visionaries 
and decision-makers in their discussions. 

Calling the European Communication Council “European” is in certain 
respects something of a challenge. On a pragmatic level things are clear-cut 
enough. “European” here means that the focus will be on the key communications 
markets in Europe, but also on other European countries (both inside and outside 
the European Union) where interesting and significant developments can be 
discerned. The term is also meant to denote a European viewpoint, both in 
contrast to narrower national perspectives and with a view to examining 
developments in other countries (principally the United States and Japan) from 
a specifically European angle of vision. 

The relation of the European Communication Council to other European 
institutions is in three respects a complementary one. Firstly, we have built upon 
the important and successful work performed by European institutions such as 
the European Commission, the European Audiovisual Observatory, the European 
Information Technology Observatory (EITO) and the European Institute for the 
Media (EIM). Our activity is in turn intended to direct more attention to these 
institutions. Secondly, the work of the ECC is complementary to the European 
Union in that the ECC is financed entirely by private funding - not a single EU- 
ECU has been spent on this volume. Visible independence from economic and 
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political interests is thus a central objective in the work of the ECC. Thirdly, the 
ECC reports are complementary to official EU reports in that the ECC is not 
obliged to reflect Europe as a political entity - neither the Europe of the EU in its 
entirety, nor the range of interests and perspectives of the member states.The 
European Communication Council treats its subject matter independently of 
these considerations, thus giving it the opportunity to produce stimulating 
thought that is international, interdisciplinary and rooted in an intellectual 
exchange between theory and practice. 

The Internet Economy and E-conomics 

The first ECC report, “Exploring the Limits - Europe's Changing Communi- 
cation Environment,” contained a number of views, analyses and suggestions 
relating to the Internet. Yet the future of the Internet was by no means clearly 
marked out. “Internet years,” as the rule of thumb in the communications indus- 
try has it, “are like dogs’ years: they pass seven times as quickly.” Today, no area of 
the economy can escape the pull exerted by networking. The significance of the 
Internet is becoming apparent everywhere, not just in the predictions of research 
institutes on e-commerce but in new work procedures in a whole range of 
industries as well as in everyday life. 

Yet companies, it seems, are finding it quite a challenge. The potential inherent 
in the Internet is clearly something that is particularly difficult to tap, and it 
appears to entail higher risks than is normal. Frequently it is the unknown 
newcomers in the Internet who open up new markets at breathtaking speed or 
become feared rivals to the long-established giants. It seems as though the 
traditional laws of classical economics no longer apply or have only limited 
validity, as though the rules, strategies and perspectives in the Internet business 
are completely different from the ones we have known up to now. As these new 
rules will prove decisive to competitiveness in virtually all areas of the economy, 
but especially in the media, information and telecommunications industries, the 
European Communication Council has geared this second report entirely to the 
question of which economic laws will determine the Internet's future develop- 
ment. 

This report was written in cooperation with numerous scientists who were 
integrated into the work process in a variety of ways. First of all, the speaker of the 
ECC (Axel Zerdick, Freie Universitat Berlin) invited four independent scientists 
to participate as fellows of the European Communication Council, determining 
the basic core of the discussion. The collaboration of Arnold Picot (Ludwig- 
Maximilians-Universitat Miinchen), Klaus Schrape (Prognos AG and Universitat 
Basel), Esteban Lopez-Escobar (Universidad de Navarra) and Roger Silverstone 
(London School of Economics) meant that the report has benefited from ex- 
ceptionally interesting specialists who have won international recognition for 
their contributions to the media economy. On the basis of the joint discussions 
held, a second group then wrote the various texts in the report, in the process 
bringing in many new ideas of their own. As managing editors and authors. 



... but an independent academic 
process and an intellectual ex- 
change between theory and 
practice 



The significance of the Internet 



New developments in the eco- 
nomy and in economics 



The team of authors 
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Selected texts by invited contri- 
butors to shed particular light on 
specific aspects 



Additional intellectual input 



Our basic data are relevant and 
reliable ... for updated Information 
we recommend the Internet 



Alexander Artope, Klaus Goldhammer, Ulrich T. Lange and Eckart Vierkant also 
went way beyond their duties as writers, providing crucial support to the 
development and realisation of the ECC report at every point and in every way 

A third group to contribute to this report are those further specialists whose 
thought-provoking ideas have left their mark on our work in the most diverse of 
ways. In some cases the collaboration took the form of personal conversations and 
shared discussions which brought substantial and exceedingly valuable new 
dimensions to our understanding of the area. Selected texts from Robert X. 
Cringely (journalist and author of the book “Accidental Empires”), Bill Gates 
(with a memorandum published by Jim Carlton of the Wall Street Journal), Kevin 
Kelly (Executive Editor, Wired Magazine), Mario Martinoli (Senior Consultant, 
Databank Consulting), Nicholas Negroponte (Founder of the MJT Media Lab, 
Cambridge), as well as Carl Shapiro and Hal Varian (University of California at 
Berkeley) are intended to shed particular light on certain aspects of the theme. 

The resulting report was marked substantially by the intensive discussions 
that came as the fruit of a (for a scientific project) relatively elaborate working 
method. Along with a series of work meetings between fellows and managing 
editors in which the broad outlines of the project and the form of its gradual 
realization were drawn up, the ECC in J998 organized two larger workshops in 
Berlin and one in Berkeley. Many sincere thanks go once again to all the 
participants (listed on page 6) as well as to everyone else who took part in the 
discussions. A special thank you goes to Uta Hartleb and Armin Doll (Schomann 
Corporate) as well as to Thomas Lehnert (Springer- Verlag), responsible for the 
report’s perfect professional appearance. The English version of our report has 
gained considerably from additional suggestions by Takashi Nakayama (NTT 
New York). The inspired translation by Rupert Glasgow (Barcelona) and the 
congenial reading by Jess Thacker (London) will help you enjoy the different 
European flavours of the English language. 

Chapter 6 (“Facts and Figures”) was produced by Prognos AG. This 
represents the ambitious attempt to provide a self-consistent base of data bringing 
together in fifty pages the most essential European statistics. Here too the focus is 
upon the larger European states, the EU as a whole, as well as the United States 
and Japan. Jn a fast moving field like the Internet, a book must supply those facts 
and figures relevant for analysis. Updating them in print is a sisyphean task, 
however, and any reader inspired by our analysis to go beyond should use those 
sources on the Internet we have been benefiting from. 
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The Internet Economy as 
a Strategic Challenge 



Chapter 1 



1.1 Ten Theses Relating to the Internet Economy 



L The Digitization of Value as a Strategic Challenge 

Reality is changing. The Internet economy is spreading to more and more 
areas of the national economy. This is based on a ne\e electronic infra- 
structure that is speeding up the change from physical atoms to digital bits 
and making tried and trusted strategies increasingly ineffectual. Though only 
coming to light gradually, the consequences are radical. 

Bits can be sold and kept at the same time: original and copy cannot be 
distinguished from one another. Marginal costs for the produaion of further 
copies tend towards zero. Storage space is un needed: bits have no weight and 
move at the speed of light. They know no boundaries, and in a networked 
economy it is practically impossible to control or restrain their movements. 
The marketplace for bits is a global one (Negroponte). 

2, Critical Mass as a Key Factor in the Networked Economy 

fhe new network economy means the increasing networking of partici- 
pants, intrastructures and objects both within and outside the media and 
communications sectors. I'he result is a new set of special economic rules 
(relating to critical mass, the setting of standards) that are essential know- 
ledge if media and communications companies are to be successful. Other- 
wise they will find themselves navigating the network economy without a clue 
where they are heading! 

Positive feedback from network effects turn previous market models on 
their heads. It is not scarcity but surplus that determines the value of a good. 
Only by achieving a critical mass within the shortest possible time can 
standards be set: the customer lock-in that is produced in this way is the pre- 
requisite for market leadership. 



3, Cannibalize Yourself^ before Someone Else Does it to You! 

The increasing networking of media and communications sectors leads to 
the erosion of traditional value chains. The motto '^Cannibalize yourself, 
before someone else does it for yool” is a call for early action not just by 
media and communications enterprises. Digital markets deal in information 
products and information- intensive goods and services subject to extremely 
high network effects and economies of scale. Delays in market entrance do 
not go unpunished. 

The reason for the shift to multimedia value added processes is not only 
lower transaction costs but also increased product diversity and greater media 
richness. Traditional value chains are being steadily undermined: it will be 
those quickest to gain access to the growing cash flows of the multimedia 
value chains involving the Internet who survive. The precondition for success 
here remains added value in the eyes of customers. 

4, Giving Products Away as a Recipe for Success 

The “Follow the Free” price strategy is a tenet particularly characteristic of 
the network economy. The first step involves giving a product away for free 
as a means of using network effects to build up a critical mass of users within 
the shortest possible time. In a second step revenue is then generated through 
the sale of complementary products such as upgrades or more powerful 
programs. 

As this makes clear, moreover, competition in a network economy is first 
and foremost a matter of speed. A prime example of this is the policy followed 
by Netscape, who in 1995 grabbed a worldwide share of some eighty per cent 
of the Web browser market within six months by giving its Netscape 
Navigator away for free. What makes the “Follow the Free** price strategy pos- 
sible is not only the chance of setting a standard but also the advantageous 
cost structure of digital products: marginal costs for production and 
distribution tend towards zero. 

5, Competition and Cooperation through networks 

The competition strategy of business webs demands a change of strategic 
perspective for media and communications companies. The focus becomes 
both narrower and broader than before; narrower, because the tendency is for 
firms to limit themselves to their core competencies, and broader, in that the 
formation of alliances comes to be seen as a key strategic weapon. 



The business web strategy stems from the systemic world of information 
technology. The best-known example is the “Winter partnership: since the 
early nineties, Microsoft and Intel have been dominating their value network 
and thus also the profit margins in the computer industry. The basis for this 
success is the positive feedback enjoyed by a complementary system 
architecture able with increasing networking to expand as a standard. To learn 
from the computer industry is to learn to be successful. 

6, Simultaneaus Price Cuts and Increased Differentiation 

Extreme specialization - i.e. concentration on core competencies - and 
worldwide networking mutually reinforce one another to form the basis for 
configurations of goods and services that are low-cost and at the same time 
geared to the individual customers needs. This applies not only to informal 
tion, media and communications products, but to goods and services of all 
types. 

Global networking opens up new possibilities for specialization, for as is 
well known the size of the market is a key factor in determining the degree of 
specialization. At the same time, the networking of specialized suppliers 
allows the customer- oriented intermediary to provide a flexible configuration 
of highly differentiated or individual market products. In this way it becomes 
possible to combine two bask strategies up to now regarded as mutually con- 
tradictory: cost leadership {through specialization) and customer-oriented 
differentiation (through flexible configurations). 

7. Product Differentiation through Versioning 

Versioning is a new way of marketing digital content that applies the prin- 
ciple of product differentiation to media and information products. Their 
digital form makes it possible to vary this content in their particular char- 
acteristics (such as comprehensiveness, how up-to-date they are, their pre- 
sentation form), thus conceiving and marketing them as a product line. This 
is easier and less expensive than ever before: product design at your fingertips. 

An example of this is **PAWWS Financial Network,” which offered real- 
time stock market information at a cost of $50 per month but charges only 
$8.95 if customers are prepared to accept a twenty- minute delay in the infor- 
mation they are given. The prerequisite for this is to identify the product 
characteristic that has a high value for some consumers but is relatively 
unimportant to others, in this case how up-to-the-minute it is. A product line 
is then designed by providing gradations in this characteristic. 



8, Individualization of Mass Markets 

New communication strategies aimed at specific market segments and 
individuals have become possible, as the Internet makes the exchange of 
information between suppliers and consumers quicker, more intensive and 
more international The use of intelligent agents and collaborative filters in 
particular, as well as customer-oriented opportunities for interaction, are 
crucial for gaining a competitive edge. 

In the Internet economy, effective one-to-one marketing will be feasible 
even for suppliers of mass media, in the form of individualized mass 
communication. This requires the combination of three instruments: a 
potential for interaction with customers, economical yet powerful databases, 
and the capacity to individualize goods and services (mass customization). 

9, Traditional Regulatory Models Become Obsolete 

Today s regulatory ffamework is becoming less and less adequate for the 
relentless processes of convergence and networking in the media and 
communications markets. Current regulations have thus become at best 
ineffectual, at worst counterproductive. 

Decision-making competences are too diffuse and lacking in coordi- 
nation. It is too complicated and takes too long to implement what is decided 
upon. In many cases this makes it impossible to achieve what needs to be 
achieved. In Germany in particular, the regulatory framework for digital 
broadcasting is splintered both by sector and vertically: the European Union, 
Federal Government, sixteen state chancelleries; the regulatory authority for 
post and telecommunications, fifteen Landesmedienanstalten (regional 
licensing authorities), the KEK (the Commission of Enquiry into Media Con- 
centration), the Supervisory Committee for the Public Broadcasting Service, 
the KEF (the Commission of Enquiry into the Financial Requirements of the 
Public Broadcasting Service). This splintering has led to a lack of strategic 
orientation in the market participants and if anything has put a brake on 
market development. One of the tasks faced by regulatory policies of the 
future will be to make the jurisdiction simpler, more transparent and better 
integrated. 
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JO, Mni« Challenges ta Future Regulation 

The globalization and convergence of the media and communications 
markets mean that the demands placed on the level(s) of regulation are more 
likely to increase than decrease in the future. In order to avoid creating a 
permanent strain, regulation must succeed in becoming at the same time 
both more abstract and more concrete and firmly based in experience. 

The technological possibilities and market conditions in the digital world 
are changing far too fast for regulations to keep up with* let alone stay ahead. 
The impression is one of perpetual political failure. A way out of the situation 
would perhaps be a withdrawal from this intensity of regulation (i.e. 
deregulation), at the same time reinforcing a “strong” and effective regulatory 
framework as protection against infringements in fundamental matters, e.g. 
going beyond preannounced intervention thresholds. Strong regulation of 
this kind is indispensable for European and national fair trading law, 
questions of copyright, the protection of children and young people, data 
protection and consumer protection. 



1.2 Perspectives 

Work on this report is finished now, and we feel sure that we have been able 
to provide some new ideas for discussion. What, then, are the perspectives for the 
Internet economy, and what will the role of the European economy be in bringing 
them to fruition? 

After a phase of intense Internet hype, expectations at present seem to be 
experiencing a slight downward turn. The gold-digger mood is slowly giving way 
to the rather obvious realization that not all investment in the Internet will pay off 
in the short run. For the time being at least, the sober truth asserting itself is that 
the markets connected with the Internet have to be developed like any other 
market with care and well thought-out strategies. Even so, the rules of the Internet 
economy are spreading ever more rapidly to other - in principle all - areas of the 
national economy. The question is not whether they will catch on, but how soon. 

One possible exception in this sobering-up phase comes in the form of so- 
called “concept IPOs,” which are Internet companies based on promising 
concepts and high profit expectations whose shares are floated on the public stock 
exchange. These promise founders and capital investors in particular a high short- 
term return on investment, but here too the risk of failure cannot be ruled out. It 
remains to be seen how far the caution currently being shown by investors will 
establish itself as a trend, and to what extent it will continue to be possible for 
enterprising founders to convert their brilliant (or brilliant-seeming) concepts 
into stock market profits even when turnovers are slight and real profits negative. 



The rules of the Internet economy 
are spreading to all areas of the 
economy 
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equipment as the regular burden on the customer’s budget that comes from i 

paying for access to the Internet. The cost of on-line use for the private consumer i 

in the USA is now insignificant, covered as it is by standing charges or advertising. | 

In a number of European countries, not least Germany, however, telephone call j 

charges still constitute a burden for a large part of the population. A different j 

pricing policy in charges for on-line sessions would be of advantage to both i 

parties: customers would benefit through the lower costs of Internet use, while i 

suppliers would gain from the huge increase in time spent on-line and the greater 
use made of their digitalized networks. i 



The Future of the Internet 

In the future the use of global infrastructures will be taken for granted as 
something no user will have to pay for and no supplier will be able to charge for. 
The focus of multimedia strategies will thus shift to attractive content, which 
coupled with on-line access is what generates and justifies cash flow. Up to now 
too much attention has been directed at technical developments, riveting for 
technophiles but of relatively little interest to the majority of consumers. Few 
people care, for example, what sort of technology their TV set is equipped with. 
It is easy, by contrast, to get people interested in additional functions and 
applications. 

The task thus faced by producers of content is to realize their core competency 
in content- creation and conceptually and technically to transfer it to a new 
medium. The willingness of customers to make optional use of the interactive 
potential of the Internet offers should not be underestimated here: interactivity 
and passivity are not inevitably opposed to one another, but distinct mani- 
festations of a more general behaviour pattern that varies for each consumer 
according to the situation, in much the same way as the choice between infor- 
mation and entertainment. 

As a consequence, the future will see not only a lot of different (fixed and 
mobile) transmission channels, but also a number of distinct receiving appliances 
(with completely different screen sizes), whose use will depend on the purpose 
and situation in question. In all such appliances multifunctional technical 
possibilities and above all their situation -specific usage are in principle con- 
ceivable. The use of teletext in Germany, for example, thus shows that even in tele- 
vision interactivity has already gained acceptance. New projects like Web-TV can 
then be viewed as “enhanced TV” - i.e. as television supplemented and 
augmented by improved facilities for interaction. 

It nonetheless seems to make sense in the long term to draw a functional 
distinction between the television set and the PC and between their different 
spatial collocations. The distinct spheres of usage (relaxation or work) also 
determine the design and alignment of the equipment, and in each case 



Consumers don't care about 
technology 



Interactivity and rational passivity 



Enhanced TV 
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The US have made a head start, but 
Europe is in a strong position 



supplementary uses can then be integrated according to class and price range: TV 
use on the PC, Internet use on the television set. The provision of signals via 
telephone, cable, satellite or terrestrial broadcasting reception is here perfectly 
conceivable in different combinations. Similar functional mixtures between the 
original sphere of usage and optional supplementary uses may also prove of value 
in other fields, especially in the mobile sector: with car radios and navigation 
systems, mobile telephones, pocket organizers and games consoles. What all these 
developments have in common is that the question of one type of appliance or use 
being superseded by another is now beside the point. What have come to the fore 
instead are the opportunities opened up by the greater number of different 
appliances, their enhancement through supplementary functions, and above all 
the different versions of information and entertainment content. 

We are currently at an early stage in the Internet revolution. The greater part 
is yet to come. In spite of the USAs head start, Europe is in a strong position, 
though it has up to now failed to take advantage of it. In comparison with the 
United States or Japan, Europe can be seen to have formed good connections with 
the worldwide Internet development, which it should be able to maintain. An 
encouraging indicator here is the fact that European software companies are more 
and more frequently opting to develop their programs in Europe but then have 
the marketing and distribution for the world market carried out in the United 
States. 

It is thus up to the European communications industry to spur on the 
development of the Internet economy with a new self-confidence and the 
requisite measures and activities in order to gain a lasting advantage in the global 
market. This applies to business enterprises and regulatory authorities alike. With 
this report and the organizational and strategic recommendations it contains, the 
ECC hopes to make a (modest) contribution to this process. 
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The focus of this report is an economic analysis of the media and commu- 
nications sectors, or in other words media, telecommunications and information 
technology (IT). The following remarks are more than a mere description of the 
market reality in these sectors, but also an attempt to provide an insight into the 
most fundamental aspects of the way they function. For this purpose, three 
specific concepts are introduced that will facilitate a brief overview of the key 
economic features of the media and communications sectors. 

2. 1 systematization of possible forms in which revenue flow can be generated; 

2.2 presentation of the notion of value chains as a tool for the structural analysis 
of the media and communications sectors; 

2.3 problems associated with attempts to characterize revenue sources and 
potential. 



Three basic concepts 



2.1 A Classification of Revenue Types and Revenue Models 

Among the most important decisions faced by a business enterprise are the 
questions of how to raise the revenue to finance business activities and how much 
to aim for. These decisions can as a rule be subdivided into two categories: 
decisions of general principle concerning revenue types and models, and 
decisions concerning pricing policy. The field of pricing policy is treated exhaust- 
ively in the management and marketing literature. 

'Wkin^ polkj comprises . , .all measures rekitm^ to saks strategy that serve fi? 
fix ami itnposc the mottetary remufieratkm paid by buyers for the products arid 
services offered by a company'} 

Pricing policy decisions thus relate fundamentally to the fixing of prices for a 
product that is being offered. This setting of prices can be based on production 
costs, on demand, on the behaviour of competitors and/or on interdependencies 
within product lines. When the prices fixed differ at distinct points in time or in 
distinct market segments, then it is a price strategy that is being devised. Price 
strategies concerned with the development of prices over a period of time are 
known as penetration pricing and skimming strategies and are further elucidated 
in section 5.1.3. Price strategies concerned with fixing different prices for distinct 
market segments are known as price differentiation strategies. The differen- 



Pricing policy decisions 



1 Dillerl991,p.20f. 
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i tiations may here be in terms of temporal criteria (as with telephone rates that 

I vary according to the time of day), spatial criteria (as with theatre seats that vary 

according to row), the customer group in question (as with magazine sub- 
scriptions for students or working people) or other considerations. 

Yet this broad field of pricing policy is logically preceded by an area of 
decision-making that has so far received little attention either in theory or 
practice: the area of decisions concerning the revenue types and revenue models 
to be applied. For a media concern, for example, the question thus arises whether 
revenue should be generated in the form of subscriptions, individual transactions 
or through advertising. Only once this decision has been taken can the respective 
prices for subscriptions, individual products or advertising times be fixed. A 
magazine publisher is thus faced at the outset with the decision of whether to 
produce a freesheet financed exclusively by advertising revenue or to fall back 
instead on a mixture of advertising and sales revenues. Not until this choice has 
been made can the price for advertising pages or the retail price fetched by the 
magazine at the kiosk be determined. The diagram below provides an illustration 
of this two-stage decision process. 



Fig. 2.1: The two areas of revenue decisions 
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In spite of the relevance of these considerations, no one has thus far provided 
a structural classification of revenue forms for the media and communications 
sector which could be used by companies in the financial planning of their range 
of offers. The reasons for this are clear enough: no such classification has been 
necessary, as the market itself has provided each and every media product with a 
limited “corset” of possible revenue forms. There has been little scope, and just as 
little need, for decision-making in the field. 

The onset of the Internet has brought drastic changes to the scope for 
decision-making, with the addition not only of another profit window of content 
but also of further revenue models available to the producer of content. Whereas 



SOURCE 

Fig. 2.1: ECC 1999 
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revenue forms for media products were formerly determined as constants once 
and for all, it is now possible for different forms to be combined as variables 
irrespective of the earlier constants. 

Given this context, the following diagram is an attempt to identify the various 
revenue forms in the media and communications sector and to analyse the 
connections and divergences that exist between them. A systematic overview is 
thus presented which can be viewed as a sort of “construction kit” for putting 
together the distinct revenue forms. 

Fig. 2.2: Systematic overview of revenue forms 




"Construction kit" of revenue 
types 



The diagram contains four revenue types to be systematically differentiated 
from one another, and which are described in more detail in the following section: 
direct usage-related revenue; direct non-usage-related revenue; indirect revenue 
from companies; and indirect revenue from the state. This approach further 
reveals five basic forms of revenue types specifically in the media and commu- 
nications sectors, highlighted in bold type in our diagram: transaction-based 
revenue, subscription fees, licence fees for public broadcasters, advertising 
revenue and subsidies. Essential to these five revenue types as basic forms are not 
systematic distinctions but rather their frequent use in the media and com- 
munications sectors and the underlying importance that is thus attached to them. 

This analysis of the relations between the individual revenue forms is based 
first and foremost upon a systematic distinction between direct and indirect 
forms of payment. While direct revenue types are obtained straight from the user 
of the product that is provided, indirect revenue types take into account that the 
use of media and communications services is often not paid for directly by the 
consumer. The revenue, instead, stems from third parties with some sort of 
interest in the consumer making use of the media and communications service 
in question. 2 



Five basic types 



2 Underlying the concept of the indirect revenue 
form is the notion that the indirect refinancing 
of media and communications services by 
companies or the state means that the resulting 
costs are transferred back to the end consumer 
in the form of higher product prices or taxes. 
Even though it is here important to take into 
consideration divergences between the 
aggregated and the individual perspective, this 
understanding seems suitable to the conceptual 
framework here. 

Source 

Fig. 2.2: ECC1999 
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Transaction-based revenues 



One-off connection fees 



Subscription 



Licence fees a special form of 
subscription 



Indirect forms of payment 



Datamining 



In the second classificatory stage, the direct revenue forms are subdivided into 
three further categories. Firstly, payment can be based on the quantity or duration 
of the service used by the customer. Examples of this kind of usage-related 
revenue forms include the charges for database services (where payment depends 
on quantity) or the charges made for telephone calls (which depend on call 
duration). In both cases the payments are determined by a specific usage 
parameter relating to the transaction in question - quantity or duration - and 
together they comprise the first basic form of transaction-related revenue type. 

This usage-related revenue form can be contrasted with one-off and regularly 
recurring non-usage-related revenue forms, characterized by a flat-rate payment 
method instead of an individual transaction charge. One-off non-usage-related 
payments include connection and licence fees as well as purchase prices for special 
reception devices (such as decoders) which are required for the services in 
question but do not have any original value in themselves. 

Subscription payments and standing charges on the other hand are payments 
that are repeated at regular intervals. Subscriptions play a major role in the 
refinancing of media and communications services and can thus be characterized 
as a further basic form. The remarkable feature of this revenue form is the op- 
tionality of actual usage: regardless of whether and how frequently a consumer 
makes use of content, the same flat rate is charged. In the print sector subscription 
fees are charged for taking a newspaper and in the TV sector for taking a pay-TV 
channel. They are founded on a voluntary purchase decision which then entails 
regularly recurring payments. 

Like subscription fees, licence fees for public broadcasters are a form of 
regularly recurring non-usage-related payment. Where they differ from 
subscription fees, however, is in the concrete obligation to pay them, making them 
seem more like a tax or a duty. Given their considerable significance in the media 
sector, they can be viewed as a further basic form. 

With the indirect revenue types, the distinguishing factor is who actually 
makes the payment to the media and communications suppliers. The most 
common alternatives are payments by other companies or by the state. The 
reasons that companies may have an interest in financing or subsidizing media 
and communications services for the user can be subdivided into three categories. 
With the first of these, financing by advertising, the interest of the company whose 
product is being advertised is in the user s attention. Suppliers from the print or 
electronic media sector use their services to generate this attention in the form of 
circulation or reach, and in this way obtain the revenue required. 

Companies also have a particular interest in possessing more or less detailed 
data concerning consumers. Media and communications suppliers use their 
services to generate these data, which they then sell to third parties. These data can 
also serve to optimize their own media and communications services. This 
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revenue form is known as datamining and has gained particular import in 
connection with the possibilities provided by the Internet. 

A third incentive for companies to finance the media and communications 
sector may further arise through the direct mediation of transactions. This is the 
case, for example, when the user of a particular media and communications 
service in the Internet is guided by a banner ad to the on-line bookshop 
Amazon.com and then proceeds to buy a book there. Whenever this happens, 
Amazon.com pays a share of 15 per cent of the transaction proceeds to the media 
and communications supplier who placed the banner ad. This revenue form is 
known as a commission.^ 

On account of the essential role it plays — in the media industry in particular 
- advertising constitutes the fourth basic form. The possibilities here range from 
a “subsidised” sale, as for example with periodicals (except freesheets), to a 
transmission of content that is apparently free for the customer, as with 
broadcasters financed solely by advertising. 

Indirect income that comes from the state is designated subsidisation. As a 
rule this is offered for services considered worthy or deserving of the support. An 
example of this indirect revenue form is the provision of free Internet access to 
students by universities. The refinancing will in this case take the form of state 
subsidies to the universities. This method of refinancing media and communi- 
cations services is distinct from the rest in that the payments in question depend 
on the existence of a subsidy claim and are thus not dependent on the product 
meeting with consumer approval. They consequently run the risk of supporting 
services with low market utility. In principle, income from subsidies does not 
constitute revenue. Even so, it is one of the basic forms for financing business 
activity and plays a crucial role in the media and communications sector. 

The significance enjoyed by the five basic forms described above varies 
considerably from one segment of the media and communications sector to 
another. Financing by advertising is the dominant revenue form in the private 
broadcasting sector, for example, whereas it plays no part in information 
technology. 

The deployment of a single revenue form on its own is a comparatively rare 
phenomenon within the media and communications sectors. Transaction-based 
payment depending on quantity bought has established itself as the norm with 
books for example,"^ but in contrast to newspapers and periodicals, three distinct 
revenue forms are in use. Some users pay subscription fees, others pay with each 
individual transaction, and on top of this comes the industry's advertising 
income. 

The combination of revenue forms and the weighting given to them 
contribute greatly to the success or failure of media and information goods. In 



Commissions 



Advertising 



Subsidies 



Combining different types of 
revenue 



3 Datamining and commissions as sources of 
revenue will be explained in more detail in 
section 4.2.3. 

4 Other forms only play a subordinate role 
(subscriptions for book clubs, for instance) or 
can be regarded as unsuccessful attempts 
(advertising in paperback books). 
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revenue models/^ 




Two target dimensions 



Cost structure 



Consumer perception of value 



Patterns of usage 



5 Advertising is perhaps feasible (and acceptable 
to students) in the case of textbooks, if could 
be substantially reduced. 



fixing an appropriate mixture of revenue forms for refinancing individual media 
and information goods, there are two target dimensions to be taken into account. 

From the companies’ point of view, the structure of the costs incurred is a 
primary consideration in the organization of revenue forms. In the case of 
periodically recurring services for example, subscription fees tend to be prefer- 
able. With technical reception devices on the other hand, the high development 
costs make it desirable to refinance and amortise the investments in the shortest 
possible time, so in this case it makes more sense to use one-off payments. 

The second dimension in the fixing of revenue forms consists in the 
consumers’ perception of product value and their patterns of usage. In general the 
connection is that the more concrete the perception of value, the greater the 
willingness to pay. For this reason transaction-based revenue forms, where the 
relation to usage is most clearly in evidence, seem appropriate for media and 
information products. An example here is the transaction-based payment for 
films, whether in the cinema, on video or as pay-per-view. 

Patterns of usage relate above all to consumers’ established habits. Consumers 
are willing, though with varying degrees of acceptance, to allow their TV 
programmes to be interrupted by commercials if this means that the service is 
provided free of charge. With books it is difficult to envisage this revenue form 
being successfully applied except in special circumstances.^ In general there are 
few consumers willing to let the relaxing pleasure of reading a book be interrupted 
by an advertisement every two sides. 

The choice of appropriate revenue forms thus takes place in a field of conflict 
between financial cost constraints and consumer notions of product value. The 
structuring of the revenue mixture requires a balanced consideration of these two 
dimensions. For the product to sell well there must always be acceptance and an 
accompanying willingness to pay on the part of the consumer. The choice of 
appropriate revenue forms must thus take its orientation first and foremost from 
the consumers’ perception of product value, but covering the costs incurred can 
only be neglected in the short term, not the medium or long term. 

The result, on the whole, is that one-off non-usage-related revenue forms have 
a restricted field of applicability, limited for example to telephone connection fees 
or the purchase of certain reception devices. The choice of this revenue form 
seems straightforward for products that do not have any value in their own right 
but are necessary for the use of services with a high and lasting subjective value. 
This explains the success of games consoles with young people or satellite 
receivers with TV viewers who do not have access to cable networks. 

The situation is substantially different with products where the difficulty of 
assessing the offer in question results in vague perceptions of product value. It was 
for this reason that the one-off-payment revenue form that was chosen by the 
German digital Pay-TV DFl for its set-top box, the d-box, proved so problematic. 
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The high novelty level made it difficult for potential buyers to judge the 
programme offer. The DFl offer thus lacked a clear concrete value that would 
have justified a payment of the equivalent of $ 400 for the acquisition of the d- 
box. 

This example provides a clear illustration of the field of conflict between the 
two dimensions. According to press reports, considerations of cost were at the fore 
of DFls pricing policy, which was striving to refinance the high investment costs 
incurred by the d-box as quickly as possible. The consumer perspective by 
contrast was not paid sufficient attention. One possibility in such cases is the 
cross-subsidisation of the device’s development and production costs by higher 
monthly subscription fees, as consumers associate these with a concrete concept 
of product value. DFl has now taken this step. 



Conflict between cost structure 
and consumer value perception 



2.2 The Concept of Value Chains 

The concept of value added stems originally from the field of national 
accounting. The gross value added refers to the value of that part of total 
production by all sectors of the economy which in the period in question is 
provided for so-called final use (as a consumer good, item of capital expenditure 
or export) and has thus definitively left the domestic production cycle. If all the 
production values identified for all sectors of the economy were to be added up, 
some of the figures would be duplicated, since a part of total production enters 
into the production process of other companies as preliminary products and 
services. The gross value added of a sector of the economy can thus be calculated 
by subtracting preliminary products and services from the production value. The 
sum of the gross value added for all sectors of the economy is the gross domestic 
product (GDP). 

The value added rate indicates the ratio of gross value added to production 
value. It serves as an indicator of the division of labour in an economy or the 
number of production stages passed through by the goods in the production 
process. At the enterprise level, it corresponds to the concept of production depth. 

From the microeconomic or business-management perspective of the 
individual company, the “value chain” is an instrument of competition-oriented 
business analysis that serves the development of strategies. A company’s value 
chain comprises its value activities together with the profit margin. 



Gross value added: a concept 
from national accounting 



Value added rate 



Value chain 
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Links to other economic concepts 



6 See also the Web page of the Dead Media 
Project: www.eff.org/ pub/Net_culture/ 
Folklore/Dead_Media_Pro|ect/ 

Source 

Fig. 2.3: ECC1999 



Fig. 2.3: Porter’s model of the value chain 
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Value activities are processes that create value for the customer. The profit 
margin is the difference between the total value or return and the costs of carrying 
out the value activities in terms of the purchase of inputs, machinery, human 
resources, technology and information. 

It is important to emphasise that any particular company’s value chain is 
connected up with the preceding and subsequent value chains of suppliers and 
customers. Together these constitute the value chain system of a product, market 
or branch. Only the “frictionless” interplay of the individual links in the value 
chain guarantees that sufficient value is created for customers to regard it as worth 
making the purchase. If this fails to come off, then no value added accrues, or only 
an insufficient one, and the process of market creation has been unsuccessful. In 
the extreme case of a failed market introduction, the individual company may 
even be faced with a negative value added. ^ 

One advantage of the concept of the value chain is that it opens up a number 
of possible links with economic concepts that have up to now co-existed uncon- 
nected with one another. Examples include: 

* innovation-diffusion theory with its distinction between system and network 
goods; 

^ the concepts of product cycles and market life cycles; 

* classificatory distinctions between different types of goods (such as search 
goods, experience goods and credence goods); 

* various production, sales and pricing concepts (such as skimming and 
penetration pricing strategies), approaches to transaction costs or the analysis 
of competition and cooperation strategies. 
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The following basic model of the value chain will be our starting point for the 
analysis of markets: 

Fig. 2.4: Basic model of the value chain 

Investment Produdion Soles Itng/oillodion Customer 

This representation has the advantage of identifying the customer as the target 
of all the supplier s value added activities. The model originally stems from the 
field of material goods, where business activities are portrayed as a simplified 
sequence of investment, production, sales and billing or collection.^ Starting from 
this basic model, the following sections^ will present adaptations of it showing the 
market structures particular to the individual media and communications 
sectors. This should ensure that despite the considerable variations between the 
respective media and communications value chains there is an underlying 
structure that they will be seen to have in common. ^ 



Section 2.3 



Variations of the basic model 



2-3 New Markets - Old Data: The Problem of Assessing 
Revenue Potential 



The development of the media and communications markets depends in large 
measure upon how far companies are able to finance their value added activities. 
For this it is essential that the total product being offered should be accepted, 
purchased and utilized in sufficient measure by the end consumers. Only thus will 
there be financial returns for the suppliers, allowing investments to be refinanced 
and profits made. Revenue sources and potentials consequently play a central role 
in the development of the media and communications markets. 

There are in principle three segments that count as potential revenue sources. 
Expenditure on media and communications services is decided on in private 
households (consumer sector), in companies (business sector) and in public or 
state institutions (public sector). In all three demand sectors the scarce resource 
of spending power - which is the biggest possible revenue potential - can be 
employed for a whole variety of products, and competition thus arises between 
media and communications services and other possible uses such as accom- 
modation, clothing or travel. For the decision-makers, this expenditure choice is 
coupled in varying degrees to three other equally scarce resources: time, accep- 
tance and competence. 



Demand from three economic 
sectors 



7 In general it should be pointed out thot the 
schematic representation of a value chain fails 
to take into account that in reality the 
production and consumption of a product may 
often take place simultaneously. This is 
especially the case with the integrated provision 
of services (see Kleinaltenkamp 1997). In 
section 4.2.4 these problems relating to the 
order of value chains are discussed in more 
detail. 

8 See sections 3.1 .3, 3.2.3 and 3.3.3 

9 Another set of concepts relating to the idea of 
value chains is discussed in section 4.2.4. 

Source 

Fig. 2.4: ECC 1999 
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Private households 



Business 



Government 



Estimates and their underlying 
problems 



10 See Seufert/Schrape 1997, pp. 69-109 



In all three demand sectors, the level of revenue potential and how it develops 

over time is intricately bound up with the economic situation as a whole: 

^ Media and communications expenditure by private households constitutes a 
part of private consumption in general and as such is directly dependent upon 
the standard of living in the economy as a whole. Its absolute level as well as 
the share of disposable income it represents vary according to the income 
bracket concerned. Comparisons on an international scale also reveal 
considerable differences from country to country. 

* Media and communications expenditure by businesses relates in particular to 
the goals of internal and external communication, for example in the form of 
advertising. There is a close connection here between expenditure of this sort 
and the overall business climate. It has thus far not proved possible to detect 
the anticyclical uncoupling of advertising expenditure from the economic 
situation that has frequently been proposed in management theory. What can 
be ascertained in the long run is that an increase in the intensity of 
competition is linked to a steady rise in the intensity of communication 
(which is the proportion of a company's total spending that goes on com- 
munication expenditure). Communication expenditure in the business sector 
can only be comprehensively assessed at the level of individual countries in 
particular years. Figures allowing international comparisons are only available 
for advertising expenditure. 

* Media and communications expenditure by state organisations varies with the 
revenue from taxation and thus likewise depends on the progress of the 
economy as a whole. Such expenditure is as a rule neither systematically nor 
comprehensively recorded. 

Estimates of future developments in revenue potential generally take figures 

from the past and present as their point of departure. There are several problems 

connected with this. 

* National accounting still lacks a standardised definition of the media and 
communications sector as a branch of the economy. 

* This makes it hard to draw comparisons on an international level, as the 
individual countries use different definitions in making their studies. 

* Depending on whether a narrower or a broader definition is favoured, 
divergences thus emerge in the basic figures used, leading in turn to 
discrepancies in the predictions for future development. 

* In addition to this, it is not always possible to make the necessary statistical 
distinctions between the media, telecommunications and information 
technology sectors on the supply side or between the consumer, business or 
public sectors on the demand side. 
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* Finally, there is not an adequate statistical allowance for areas of substitution. 
Substitution relationships within sectors exist, for example, between 
expenditure for print media, video and letter post. An example of substitution 
relationships between sectors is provided by expenditure for seminars, 
business trips, parcel post and trade. 

Predictions relating to revenue potentials have up to now tended to be 
turnover predictions pertaining either to one of the three partial media and 
communications markets (media, telecommunications or information tech- 
nology) or to a multimedia sector still lacking a precise definition. The statistical 
basis has often been unclear, moreover, making it difficult to compare results. 

What all predictions nonetheless have in common is that there will be great 
growth in the entire media and communications sector. What remains uncertain, 
by contrast, is what this growth will feed off. If all the growth predictions for the 
individual media and communications segments are added together, the total 
arrived at far exceeds any realistic order of magnitude justified by the expected 
growth in private consumption or in the economy as a whole. For these pre- 
dictions to be fulfilled there would have to be a substantial shift in expenditure 
from areas of substitution in other sectors to the media and communications 
sector. 

If any such redistribution is to be reflected in the statistics, however, a 
corresponding change in the conventions of registering them is required. As these 
considerations make clear, a standardised definition and method of registration 
must be worked out as quickly as possible to trace the development of the media 
and communications sector and the segments within it, one that can be used 
both by national statistics authorities and by European Union institutions. Only 
thus will it be possible to ensure that studies between sectors and between 
countries will provide a valid source of comparisons. 

Germany serves as a concrete illustration of the statistical obstacles to be 
overcome. There are in principle three sources of statistics available for estimates 
of revenue potentials from the private household segment. 

♦ National accounting: the official statistics utilised for national accounting, 
however, do not include an individual media and communications sector. 
Companies concentrating principally on the manufacture and sale of media, 
telecommunications and information technology products are assigned to 
different areas of the economy. The definition and statistical assessment of a 
separate media and communications sector in its own right is thus extremely 
difficult to structure. This applies to the supply side and the demand side alike. 
For parts of certain sectors only rough estimates are feasible. Changes in the 
systematization of the branches of industry (such as the rearrangements 
carried out in 1979 and 1993) have additionally entailed new categories and 
time divisions. 



Differing models, different sources 



Large estimates, small empirical 
base 



Statistical groundwork has to be 
standardised 



Three types of statistical sources 



National accounting 
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Microcensus 



Realised demand 



A model for consistent estimates 
of the revenue potential 



♦ Microcensus data: the microcensus records the total spending of private 
households by means of random sample surveys analysed in terms of three 
distinct classes of household. This rules out an assessment of media and 
communications expenditure representative of all households. The statistical 
methodology thus puts limits on the reliability and completeness of the figures 
reached. 

* Revenue potentials can in the end best be measured by the demand realised for 
media and communications products. The data in question are provided by 
trade associations as well as a number of individual studies. It is worth noting, 
however, that the three demand segments (the consumer, business and public 
sectors) are as a rule lumped together, making a differentiated analysis of the 
individual segments impossible. As well as this, there are variations in the 
underlying principles of the survey. On some occasions it is the consumer 
prices that are used, while on others it is the trade prices. 

Such are the main problems thrown up by attempts to estimate the revenue 
potentials of private households. 

In 1995, Prognos together with the German Institute for Economic Research 
(Deutsches Institut fur Wirtschaftsforschung) worked out a definition for the 
media and communications sectoral According to this definition, media and 
communications spending by private households in Germany in 1992 amounted 
to a total volume of 103 billion DM. Using the same terms, this volume had by 
1996 nominally risen 26 per cent to a total of 130 billion DM. 

By comparison with the 1995 figures, somewhat weaker growth to a level of 
235 billion DM is expected for the year 2010. This takes into account the slowing 
down in economic growth in the last few years. The table below presents the 
figures for the private household sector and also shows the structural changes in 
media and communications spending. 



3 € 



1 1 See Seufert/Schrape 1 997, pp. 69ff. 
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Fig. 2.5: Media and communications spending by private households in Germany 




Given the problems of drawing distinctions between individual segments, 
estimates of financial potentials are only possible at the aggregated level of the 
media and communications sector as a whole. As estimates of business and public 
sector demand can likewise only be approximate, moreover, the following analysis 
of the three media and communications sectors - media, telecommunications 
and information technology - will dispense with a more detailed consideration 
of revenue potentials. 



Source 

Fig.: ECC 1999 
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3. The Media and Communications Sectors: 
A Review Looking Forward 



Broadcasting on center stage 



Content: nonrival good 



12 See section 3.2 

13 See section 3.25 

1 4 Kruse 1 994, p. 1 85; Owen/Wildmon 1 992, 
p.25. 

15 See section 3.1.3 



3.1 Kings of Content - An Analysis of the Media Sector 

The following section concentrates on an investigation into the media sector 
as the most conspicuous area of the media and communication industry. Along 
with the classic print media (newspapers, magazines and books), this includes the 
field of cinema and video films, the sound-carrier branch, as well as the broad- 
casting sector with radio and television. 

Ever since the day in 1906 when Reginald A. Fessenden in Brant Rock, 
Massachusetts, first succeeded in using radio waves to transmit music and human 
voices, the advance of the broadcasting industry throughout the world has been 
unstoppable. With television since the fifties coming to assume the place it now 
has in the mass of private households, broadcasting has today developed into 
what is economically and socially the most significant and probably also most 
influential medium in modern industrial societies. For this reason the focus of the 
following section is on the broadcasting sector. 

While the other M8cC (media and communications) sectors, telecommuni- 
cations^2 and information technology, are centred more on infrastructural 
aspects, the media sector has come to be synonymous with the dissemination and 
creation of content. The manufacture and marketing of content is difficult, 
because they can rarely be integrated into industrial production processes, often 
stemming as they do from the creative inspiration of individual artists. The 
success of such content, measured by the attention they attract, is almost 
impossible to predict. But what is unusual about media products shows itself not 
only on the production side but also in their consumption. Although used on a 
private basis, media content has the character of a “public good.” Especially in film 
and television production, therefore, it is characterized by a perfect nonrivalry in 
consu mption. This means that, regardless of the number of acts of consumption, 
a specific media content such as a cinema film undergoes no reduction in physical 
value. No matter how often and in how many different countries a media product 
is consumed, the producers are not faced with any additional distribution costs 
apart from the one-off production expenditure, 

Even so, or perhaps for this very reason, the media are typified by an almost 
insatiable need for interesting content, as this is what underlies the value chain. It 
is for content and not technology as such that people use media infrastructures 
and that enterprises can set up value chains in the media sector in the first place, 
So content continues to be king, not only for the media but for the entire M8cC sector. 
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3.1.1 Structure and Development of European Media Markets 



The most important determining factor in an analysis of the media market is 
without doubt the number of suppliers in Europe. In the case of the European TV 
market what is striking is that the number of channels in the market as a whole is 
continuing to grow. While the markets in Western Europe are beginning to reach 
their saturation point, the East European states offer further growth potential. 

Fig. 3.1: Number of national TV channels in Europe 




Substitute Products and Substitution Potential 

What can also be ascertained is a threat to the traditional broadcasting sector 
from substitute products.^ ^ The field of computer and video games in particular 
shows great potential, as does the Internet and especially today’s Worldwide Web 
with the individualized mass communication it offers. Private on-line use is 
already substituting above all prime-time television use. Although technical 
standards like the Real Player have only officially been on the market since 
February 1997,^7 more and more Websites are offering audiovisual content as a 
streaming process: by mid- 1998 more than 5000 radio stations worldwide were 
already on-line. 

Print Media vs. Electronic Media 

According to the traditional classification, which draws a distinction between 
print media and electronic media, the following categories can be assigned to the 
media sector: 

Fig 3.2: Traditional distinction between print media and electronic media 




16 See section 5.1.5 

17 Preliminary versions like Real Audio vsrere 
available on the market as early as 1 995. 

18 In this overview, all new media such as video 
and computer games as well as all other 
multimedia products are left out of the account, 
as these will be treated separately in chapters 
4 and 5. 

Source 

Fig. 3.1 : 1 993 to 1 996 data see European 

Commission/Screen Digest, April 1 998, p. 96; 

1999 data ECC 1999 based on European 

Audiovisual Observatory 1999, p. 144f. 

* National channels (terrestrial, cable and/or 
satellite); not including digital bouquets, local 
or regional channels and windows, or 
channels for foreign markets 

** EU5 = France, Germany, Italy, Spain, Great 
Britain (the large EU markets) 

EU 1 5 = the 1 5 EU member countries 

Fig. 3.2: ECC 1999 
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Five main types of revenue 



Advertising: the triangular 
relationship 



19 Primary producers can be understood to 
include, for example, film studios or musicians 
and their record companies who create content 
independently. TV or radio stations that use 
already existing films and music for their 
programmes can be said to be using available 
content rather than producing their own, fitting 
what is to hand into their programming 
schedule according to the interests of the 
recipients. These can thus be called 
repackagers or aggregators. It goes without 
saying that radio and TV stations can equally 
well become producers of content in their own 
right, as soon as they start producing their own 
programmes or, for example, TV movies. 

20 The programmes are only seemingly free of 
charge because the enterprises that refinance 
the programme-suppliers through their 
advertising will then transfer the costs to their 
products. At the same time, it is often the case 
that the purchaser of a product (i.e the 
programme-refinancer) is not a user of the 
corresponding programme. 

Source 

Fig. 3.3: Goldhammer 1998, p. 149; 

Hass/Frigge/Zimmer 1991, p. 692 



As was shown in chapter 2, the media refinance themselves predominantly 
from three sources: advertisements, subscriptions and fees, and sales or 
transactions. Numerous combinations and special forms of the above are possi- 
ble. In the following section the market structures of the media sector will be 
analysed by focusing on three sample areas: private broadcasting as an example 
of a media market financed by advertising; the pay-TV market as an example of 
financing by subscription; the pay-per-view sector as an example of a transaction 
-based media market. 



Market Structures of Media Financed by Advertising: Commercial TV 

All the media financed by advertising are characterised by a triangular 
relationship between the producer of content suppliers or content-packager^^ 
medium), the advertising customer and the recipient. Within this configuration 
both the recipients and the content themselves form only a secondary point of 
reference for what is in fact the crucial business relationship between the medium 
and the advertising customer. Any medium financed by advertising develops its 
performance primarily with respect to the interests of the advertising customer, 
selling its audience reach as a form of potential attention. Media financed by 
advertising are thils typified by a systemically inherent double address, which 
means that performance is directed primarily at the advertising customer and 
secondarily at the recipient. For the spectator the secondary product, the 
programme, is seemingly free of charge. ^0 



Fig. 3.3: Triangular relationship in media financed by advertising 
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As the finance flow between the advertising customer and the content- 
supplier gradually reaches the limits of its growth potential, it makes sense for the 
media to open up new, direct financing possibilities, this time between the 
recipient and the content-supplier, for example through pay-TV or pay-per-view. 
In this way it is possible to tap new, direct finance flows, which - by means of 
versioning concepts^i within the value network (see Sec. 5.2.3) — present the 
consumer with what is perceived as sufficient added value for it to count as an 
additional offer. 

A further step in a consideration of the structure of the media market also 
incorporates the acquisition market, since most media-suppliers function less as 
producers of content than as repackagers or aggregators, buying a variety of 
content which they then assemble and arrange in accordance with the interests of 
their recipients. Seen in this light, the media-suppliers function as mediators 
between the interests of the three relevant markets in which they operate. 

Fig. 3.4: Relevant constituents of a media market financed by advertising 
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Pay-TV opens new (direct) revenue 
sources 



Media as intermediaries 



Admittedly, the individual relations vary in intensity. The deep connection 
between the advertising and the recipient markets is clear. But in the acquisition 
markets too (for content, i.e. commissioned productions, broadcasting rights, 
licences for merchandising, as well as staff, transmission licences, equipment and 
capital), the quantity and quality of the recipient market attained is important 
because of its direct effect on potential revenue. The interrelation between the 
advertising and the acquisition markets only seems to be insignificant. On the one 
hand, there is the effect of indirect forces in the form of attractive rights from the 



21 Versioning refers to the supply of an 
informotion product within one specific stage 
of value added, which is then differentiated 
according to various criteria (such as how up- 
to-date it is, how broad its relevance). 

Source 

Fig. 3.4: ECC1999 
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Great Britain and France leading 
in pay-tv development 



acquisition market, which in turn give rise to attractive advertising areas in the 
advertising economy. However, the dimensions of the relationship via the 
content-supplier between the acquisition market and the advertising market 
come to light most revealingly when it is taken into account that it is the proceeds 
from advertising or sponsoring that make the purchase of photo and film rights 
possible in the first place. 

Market Structures of Media Financed by Subscription: Pay-TV 

Media areas financed by subscription, such as the pay-TV market, have 
undergone the most significant development in Europe, particularly in France 
and Great Britain, in recent years. This is true for the number of subscribers and 
the corresponding turnover. 

Fig. 3.5: Number of subscribers to pay-TV channels in Europe (in thousands) 




The market relations within a media market financed by subscription can be 
conceived as a simple double bond. The direct relations to the end customer are 
characterised by the high consultancy and marketing costs borne by the supplier. 
On the basis of the average subscription length and the monthly fees, the pay-TV 
business has calculated the “value” of each customer acquired to be roughly a 
thousand dollars. 
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Source 

Fig. 3.5: ECC 1999 based on European 
Audiovisual Observatory 1999, p. 175f. 
* data not available for some channels 
Fig. 3.6: ECC 1999 



Although the use of such direct financial sources may seem attractive, along 
with the high marketing costs there is also a substitution problem. The higher the 
number of available channels financed by advertising and providing content 
seemingly free of charge, the less willing customers are to reward the added value 
of an additional service or bouquet with a subscription (see fig. 3.6). 
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Fig. 3.7: Number of TV channels financed by advertising vs. pay-TV penetration in Europe 
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It will be difficult to resolve these problems without drawing distinctions of 
time and quality between the various profit windows in such a way that attractive 
content can first be seen exclusively on pay-TV, and only becomes available for 
broadcasting by advertisement-funded channels after a significant time-lapse. 

Market Structures of Media Financed by Transactions: 

Pay-per-View (PPV) 

Pay-per-view (PPV) broadcasters, which are the focus of this section, are not 
the only media to be financed by transactions. In particular the cinema and 
records markets come into this category. Here the revenue stems more or less 
solely from direct transactions between customer and supplier. In the print 
market too there is a high proportion of transaction-based financing. Books are 
almost entirely refinanced through their sales revenue. In the case of newspapers 
and magazines the percentage of sales within total revenue varies considerably, 
depending on the type of media and on the country.22 

Rather than offering access to a continuously running service for a fixed 
monthly subscription price, PPV-TV sells its customers individual programmes 
or items at constantly varying prices. 

Its content generally consists of cinema films, erotic films, concerts or sporting 
events. Access to a PPV service is sold for a particular period of time (a film, a 
“night” or 24 hours), with several single events sometimes being packaged 
together in a “season ticket” in the case of sporting events. While sporting events 
are considered by most recipients to be obsolete as soon as they are over, certain 
films have a very much longer “life-span”, on occasion up to 50 years and beyond. 
It is therefore in the interests of the pay-per-view station to generate a maximum 
of attention through a skilful packaging of content with varying life-spans. 



High number of "free" tv channels 
- low attractiveness of pay-tv 



Skilful packaging is the challenge 



22 For doily newspapers in Europe, soles revenue 
is between 33 and 66 per cent of total 
revenue. For magazines, sales revenue varies 
between 0 and 100 per cent. See ECC 1997, 
p. 289 

Source 

Fig. 3.7: KOnstner 1997 
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Studios g€t a biggor piece of a bigger pie if consumers watch a 
movie via pay-per-view than via renting a video. 




Fig. 3.8: Development of pay-per-view channels and services in Europe 



Different developments 



23 See Screen Digest, Jan. 1 998, pp. 9 - 1 6 

Source 

Fig. 3.8; European Audiovisual Observatory 1 998, 
p. 179; data for 1998 corrected, see European 
Audiovisual Observatory 1999, p.l82 
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Since the inception of the French broadcaster Multivision in 1994, the number 
of pay-per-view services and of channels offered has grown constantly. In Europe 
in 1998 there is now a total of 17 pay-per-view services offering roughly 200 
channels. There are PPV broadcasters operating in most European countries, 
including Denmark, Germany, England, France, Holland, Spain and Sweden. A 
lot of the suppliers are already transmitting digitally. In 1999 there will be PPV 
services starting in Italy, Norway and Finland. In terms of PPV turnover, French 
broadcasters are currently responsible for around three quarters of the European 
market volume. The French share is expected to fall to about 30 per cent by 2002, 
however, as other European states each reach a market share of around 10 per 
cent, or even as much as 25 per cent in the case of England.23 

As with TV financed by subscription, the PPV market is characterised by a 
double bond between customer and supplier. The difference is that instead of a 
one-off decision to buy a subscription to the pay-TV channel the customer is 
perpetually having to make the choice of whether or not to go for a particular 
offer (except in the case of season tickets). While this can be an advantage for the 
customer who does not have to make a long-term commitment, it may at first 
seem a drawback from the perspective of the supplier, as there is a high need for 
marketing in order to mobilise purchasers. The situation is made more difficult 
by the fact that it is often not possible to make a purchase on impulse, because up 
to now the customers of most PPV services have had to go to the trouble of 
ordering their programmes through a hotline. Even so, PPV has proved attractive 
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to suppliers too, allowing them to maximise income from top events, since the 
consumer is generally willing to pay more for pay-per-view than for borrowing a 
video owing to the topicality and/or attractiveness of a particular event as well as 
the convenience. 

As (apart from the feature film sector) there are not enough high quality 
events to fill a PPV programme schedule completely, the great majority of 
suppliers in Europe have to fall back on Hollywood films. By means of output 
deals, the studios secure a share of 40 to 50 per cent of the final sales price, making 
this additional profit window financially interesting to the studios too; “In other 
words, the studios get a bigger piece of a bigger pie when consumers see their films 
on PPV instead of renting a video.”^4 

Market Development: Digital Television 

It is very frequently the case that the development of a market is determined 
by the success of its technical innovations and their availability. The media sector, 
like other M&C sectors, is at present dominated by a trend towards digitisation, 
both in production and distribution and in the reception of content. It is not only 
the book and music trade whose evolution has manifested itself through the 
Internet and the digital "books”25 that have been appearing since mid- 1998. 
Digitisation is the decisive factor in the market development of the media sector 
in general and above all the television sector. Digital television will entail a trans- 
formation in the technology of the entire range of production, contribution, 
distribution and reception, enabling potential innovations and cost reductions to 
be realised on all levels. Digital television allows a four to sixfold increase^^ of 
channels as compared to analogue satellite, cable and terrestrial transmission 
channels. For this reason and others, the possibilities opened up by digital 
broadcasting will result in radical changes in the television sector, at least provided 
they can be widely carried through in the market. 

In Europe the era of digital television began as early as 1996 with the Italian 
station Telepiu, just one year after the US station DirecTV. Although by the end 
of 1997 there were in total around one hundred channels being digitally trans- 
mitted via satellite, digital stations have so far found it difficult to make a 
widespread impact except in France, especially since digital TV has come on to the 
market predominantly as pay-TV or pay-per-view. Though this is attractive from 
the point of view of suppliers, since the digital technology facilitates the running 
and promotion of this kind of offer, it fails to make full use of digital TV's 
possibilities in terms of either content or technology and in this sense is certainly 
impeding the introduction of digital TV into a broader market. 



Digitisation is the most important 
development in the tv sector, and 
on all steps of the value chain 



24 Screen Digest, Jan. 1 998, p. 1 1 

25 See Wired, July 1 998, pp. 98-1 04 

26 Originally, an Increase by a factor of 5 to 1 0 
has been discussed. However, compression 
technology seems to have come to a practical 
limit for the time given. 
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Fig. 3.9: Market penetration of digital TV in the USA and Western Europe 






Evolutionary development 



Two stage purchase decision: con- 
sumer willingness to pay is more 
difficult to estimate 



27 See Schrape 1997 

28 For Germany, in August 1998 an digital 
broadcast industry initiative has suggested a 
definite deadline for this switch in 2010. 

Source 

Fig. 3.9: Schrape 1997; Prognos 



The innovation curve described by digital television will thus probably show 
an evolutionary development. Even this will presuppose a willingness to learn and 
to cooperate on the part of both the participants in the market and the political 
authorities. It also remains to be seen whether consumers will show themselves 
willing to invest in the new technology and buy digital TV receivers in large 
quantities.27 While the US regulatory authority FCC has set the year 2006 as the 
fixed date for the switch from analogue to digital broadcasting, in Europe 
deadlines of this type are not yet decided on. 28 

For this reason there has not been a common strategy for the implementation 
of digital TV in Europe, not only as regards deadlines but also the differences in 
standards. Yet decisive factors for its success also include the distribution 
infrastructure in the individual countries concerned, the range of analogue TV 
channels (whether financed by advertising or licences), as well as the extent of 
analogue pay-TV. 

The consumer's willingness to pay for digital TV at present is likewise limited. 
Spending potential tends to be small, while digital TV calls for high conversion 
costs within the framework of a two stage purchase decision (technology and 
channel) with a high risk factor as far as the technological development and 
respective standards are concerned. The strategies so far adopted by suppliers 
have hardly taken account of the network effects of digital TV's systems 
technology. They have chosen a high-price strategy inadequate to consumer needs 
and failed to offer any significant added value in terms of content. In view of the 
competition from television financed by advertising, this would have been 
essential for its successful adoption. So far, the chances that digital TV in Europe 
will function as a motor for growth and innovation are thus best seen as slight. 

For a further investigation of the media sector and its financial market 
mechanisms, the focus will now shift to the possible revenue types and revenue 
models used to finance the services provided by the media supplier. 



4 € 



ECC .• 



3.1.2 Revenue Types and Revenue Models in the Media Sector 

An analysis of the possible revenue types and models used to finance media 
services reveals a whole range of variants. Their importance and the frequency of 
their use varies considerably from one European country to another. In the 
context of this investigation the main emphasis will thus be placed on the 
financing of the broadcasting sector. 

In principle a distinction can be drawn between state revenue sources (divided 
into sources directly related to broadcasting and those only indirectly related) 
and revenue from other sources (divided into market-related sources and non- 
market-related sources). 



Fig. 3.10: Revenue types for the financing of broadcasting 
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Source 

Fig. 3.10: ECC 1999; based on Pethig/Blind 
1998, p. 28 
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Market-related revenue types 
more diverse and more extensive 



Revenue cube: three dimensions 
that can be influenced by a broad- 
caster 



State sources directly related to broadcasting include all types of user fees, the 
taxation of private suppliers^^ and - particularly in England - the proceeds from 
the auctioning of transmission licences. Sources indirectly related to broadcasting 
on the other hand include electricity surcharges, product taxes on the acquisition 
of equipment and direct financing from public funds. As the following table 
makes clear, the range of market-related revenue types is much more diverse and 
much more extensive, including financing not only from fees and advertising but 
also from other sources. Non-market-related, non-state revenue sources include 
donations, member contributions and private resources. 

As has already been described, the three most widely used revenue models for 
the broadcasting sector are financing by advertising, financing by subscription or 
licence fees, and financing by direct transaction. There now follows an analysis of 
the revenue determinants in each case. 

Revenue Determinants of Media Financed by Advertising 

The revenue of media financed by advertising lends itself to analysis by means 
of a revenue cube. This latter is a product of the interdependent triangular 
relationship described above between supplier, recipient and advertising 
customer in the media market financed by advertising. It outlines the variables 
that the broadcasters themselves can decisively influence. The most important 
determinant here is the reach achieved, or rather the access to recipients as the 
true product of a medium financed by advertising. Opposed to the product 
“attention” is the intermedial and intramedial competition for recipients. 

Fig. 3.1 1: Revenue cube: a model of revenue determinants in media financed by advertising 



29 As is the cose, for example, with radio stations 
in the German state of Lower Saxony. 

Source 

Fig. 3.1 1 : Goldhammer 1 998, p. 1 51 
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A second determinant that is directly dependent upon the others is the “cost 
per thousand” (CPM) which is a relational price for the attainment of one 
thousand recipients, a factor that is a crucial criterium in the choice made by the 
advertising customer. A third determinant, in turn dependent upon the others, is 
the use made of advertising times. These three determinants allow for a detailed 
analysis of the competition within a broadcasting market. 

Revenue Determinants of Media Financed by Subscription 

From the outset a clear distinction should be made between subscriptions 
that have to be paid in the form of a licence fee (or, as in Greece for example, a 
surcharge paid on top of the electricity bill) and voluntary subscriptions. In the 
television sector, voluntary subscriptions are mostly taken out in return for access 
to a pay-TV broadcaster. 

Given the economics of the situation, it can be demonstrated that a single fee- 
financed supplier with several channels at its disposal should be in a position, 
ceteris paribus, to offer a programme schedule that is both diverse and in the 
optimal public interest. ^0 Yet while it is certainly the case that the revenue model 
based on licence fees facilitates the production of programmes with a greater 
cultural and political emphasis, a concomitant danger of indoctrination or intel- 
lectual force-feeding is always present.^^ In the case of nearly all fee-financed 
broadcasters, their political influence on the programmes is harmfully high. This 
leads to the problem that the programme planning is thus also oriented towards 
the interests of the institutions that decide on the fees and not the interests of the 

recipients. 

With pay-TV offers (in other words, with voluntary subscriptions), by 
contrast, the relationship between the interests of supplier and customer is 
optimised: the subscriber wants the most attractive programme schedule 
possible, while the supplier seeks to maximise revenue. The revenue is thus 
directly dependent upon the content offered (feature films, sporting events and 
erotic films), its marketing and availability, and the price of the subscription. 
Thus, the advantage of pay-TV is in the economically optimal relationship 
between suppliers on the one hand, and those consumers on the other who are 
willing and able to pay. However, all other people are excluded from using the 
formerly public good TV, and this makes pay-TV as a system “Pareto-sub 
optimal”, i.e. it does not lead to maximum social benefit. 

Revenue Determinants of Media Financed by Direct Transaction 

In the case of media financed by direct transaction, the revenue level is 
significantly influenced not only by the pricing and marketing policy but also the 
availability of appropriate access technology as well as the spectrum of content 
that is obtainable. While the average price per film with the American PPV- 
suppliers sunk from around five dollars in 1987 to under four dollars in 1997, the 
user costs in Europe are often higher. Although the absolute prices in France for 



Licence fee: theoretically a po- 
tential for an optimal range of 
programs, practically too much 
potential of political influence 



Pay TV: direct relationship be- 
tween supplier and subscriber 
interest, but "pareto-sub-optimal" 



30 See Steiner 1952 

31 It needn't even go as far as the credo of the 
chairman of the German NWDR (a public 
broadcaster from the fifties), Adolf Grimme, 
who called for the transmission of "what the 
people ought to want to see." 

32 See Pethig/Blind 1998, p. 78-79. Theoretical 
economics considerations are, unfortunately, 
not reflected in the actual situation. 
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example are twice as high as in Spain, PPV films in both countries are offered at 
between 30 and 55 per cent more than the respective local average video rental 
prices.22 

Fig. 3.12: Prices for PPV-films in Europe 
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The market price for PPV is thus determined by the video rental business. At the 
Pay-per-view pricing: one third same time, however, PPV prices contain an extra charge for the additional 

more than video rentals j advantage of direct access to content without having to make a special trip to the 

i video library for the film and later having to return it. 

i The pricing itself is likewise one of the decisive revenue determinants, as is 

i made clear by an example from the world of sport. The first three fights involving 
Mike Tyson following his release from prison each lasted only a matter of a few 
i minutes, yet the prices were between 40 and 50 dollars. Spectators were thus at 
times paying more than 0.5 dollars per second! For the subsequent fights there 
i was a substantial drop in the number of PPV customers. 



32 Screen Digest, Jon. 1 998, p. 1 3 

Source 

Fig. 3.12: Screen Digest, Jan. 1998, S. 12. 
Highest prices os of November 1997; darker bors 
refer to actual prices, lighter bars to prices planned 
for future offers. 
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